The practice of capitalizing the interest due over the contracted period on long-term borrowings as part of the value of fixed assets has spread widely in the last three years. In this study, the author examines the rationale and motives of corporate management in adopting this practice and brings out its merits and demerits. While the practice provides immediate tax gains and an opportunity for window-dressing, it has far-reaching, implications for professional management and accounting in the corporate sector in India. It is argued that while tax incentives can be provided through other m'eans, the practice of capitalization of interest affects the standards of practice in accounting and management. He suggests that the Government of India or the Supreme Court should take a firm stand against it and do it quickly.
This is a practice that has been questioned in managerial, professional, and legal circles. While there are tangible benefits in adopting this practice, it has deeper implications that affect the business and accounting foundations. Long-term objectives and ethical considerations should govern our thinking now rather than legal or short-term considerations of tax savings or window-dressing of balance sheets.
To study the origin and spread of the practice of capitalizing interest on long-term borrowings, nearly 50 companies were identified which are known to have adopted the practice. It was possible to gather data only from 28 companies through annual reports and a questionnaire designed for this study. The reports and questionnaires form the basis of this study. The list of 28 companies includes, as can be seen from Exhibit 1, not only blue-chip companies like Reliance, J.K. Synthetics, and Raymond Woollen but also losers like Maheswari Mills, Trans Asia Carpets, and Delta Jute.
To collect more information, executives of financial institutions at tire state and apex levels were interviewed, and the relevant issues were discussed with legal experts and chartered accountants.
Evolution and spread
Initially, interest was capitalized only on loans taken before commercial production commenced. The practice was challenged in courts, and the various High Courts were divided in their judgements on the legal validity of the practice. The suspense was settled when the Supreme Court decided in the case of Challapalli Sugars Limited versus the Commissioner of Income-Tax (1974) that interest paid before the commencement of commercial production on borrowings for the acquisition of plant formed part of the actual cost of the asset, entitling the assesses to claim depreciation and investment allowance on it. The practice of capitalizing interest got an impetus with this judgement of the Supreme Court.
In the last three years, several companies have started capitalizing interest even after commencement of commercial production. The interest is capitalized for the entire length of the contracted period for long-term borrowings. High Courts have lent the practice their legal support. In October 1975, the Gujarat High Court ruled in the case of Tensile Steel Limited that interest paid on outstanding debt even after the unit had commenced commercial production could be capitalized and added to the value of the actual cost of the assets, thus allowing the company to claim depreciation and investment allowance. A similar ruling was given in June 1978 by the Bombay High Court in the case of Ballarpur Paper and Straw Board Mills Limited. However, the court judgements were confined to deferred payments credits whereas the practice has spread to other forms of debts, including public deposits. The High Court judgements dealt with interest liability on DPCs on equipment supplies which is a quasi-fixed cost. Hence, the liability for interest on deferred credits for the entire contracted period is "incurred" in the very first year in which the deferred credit facilities are availed of.
This logic has been extended to the other sources of long-term finance, but classifying public deposits as "secured" to capitalize interest on them is to Overstretch the definition of the term "long-term finance." This step can hardly be termed prudent. Public deposits are essentially for short or medium term; they should not be locked up in long-term fixed assets.
Capitalization of interest on deferred payments has legal sanction because the interest component cannot be segregated from the principal amount, but that is not the case with term loans and debentures. Effective action needs to be taken to curb the extension of the practice to these forms of debts. Capitalization of interest on public deposits is tantamount to an utter disregard of the established accounting and financial conventions.
Capitalization with retrospective effect. Of the 28 companies studied, 19 capitalized interest with current and prospective effect, and eight of them adopted the practice with retrospective effect. Three out of these eight went back several years, in giving retrospective effect: Maheswari Mills capitalized interest in 1983-84 with effect from 1973; Trans Asia Carpets in 1983 -84 from 1978 , and WIMCO in 1980 from 1975 
Reasons for adopting the practice
Both the fast growing companies and poor performers adopt the practice: the former adopt it to build up depreciation funds rapidly and to save corporate taxes; the poor performers do so for windowdressing their balance sheets.
Building up depreciation fund. When a company's assets are eligible for a high rate of depreciation and extra shift allowance under Vol. 10, No. 4, October-December, 1985 the Income Tax Act, the company can profitably capitalize interest payable on debt incurred to finance such assets. The practice, then, serves to protect the company against inflation accounting. This would mean that whereas the interest capitalized is actually paid gradually over the subsequent eight to ten years, it is written-off as depreciation expense in the profit and loss account in a much shorter period of three to four years. This enables the company to build up a sizeable depreciation fund for the replacement of the asset at a much faster rate and much before the asset reaches the end of its useful life. On the other hand, if the assets are not eligible for a high rate of depreciation or an extra shift allowance, the writing-off period of the asset would more or less evenly match the interest payment schedule and thus the gain, if any, would be marginal. This arrangement would be beneficial to companies generating high profits but not to new companies that have not yet started generating taxable profits.
The conventional accounting principles and the existing tax laws in our country do not permit companies to charge depreciation on the replacement cost but on the historical cost. The accumulated depreciation fund thus proves to be grossly insufficient for the acquisition of new assets. Capitalization of interest on funds borrowed for long term may be regarded as allowing inflation accounting to enter through a backdoor.
Tax saving. While capitalization of interest helps save tax by allowing the company to claim additional depreciation, the company cannot also charge interest as an expense against revenue item in its profit and loss account.
However, the practice enables the company to claim a higher amount as investment allowance which is deductible from taxable profits and thus to reduce its tax liability. The net gain advantage is larger for those companies that rely more heavily on debt finance than on equity. For, if the assets are financed to a large extent from equity funds, the future interest liability that can be capitalized is relatively small.
In an isolated year, there might be a net gain or loss, as a result of the practice of capitalization of interest. But over a span of seven to eight years, the gain due to excess claim of depreciation is neutralized by the loss due to not charging interest as an expense set off against revenue: However, tax savings due to higher depreciation claimed in earlier years can make a net difference, especially if account is taken of higher present versus future value of money.
Assuming (i) an additional claim for investment allowance at the rate of 25 per cent of the total interest capitalized and (ii) a tax rate of 57.5 per cent, eight companies included in the study together None of the companies studied mentioned in their annual reports the effect on the tax provision or the extent of tax saving due to capitalization of interest.
Window-dressing. Corporate management's capitalize interest to present a better picture of their financial performance and inspire confidence of the investing public so as to .be able to raise funds from the capital market. Reliance Textiles has managed to sustain the confidence of its shareholders and other investors in this way. Table  1 illustrates the extent to which three companies were able to conceal their adtual losses by capitalizing interest liability on long-term borrowings. Table 1 Some examples of window-dressing Companies keen to meet the general approval of the financial institutions, licensing authorities, and commercial banks resort to this practice. It appears that they can establish superiority over their rivals not by better performance but merely by window-dressing.
Consequences of adopting the practice
The practice rests on managers' and owners' eagerness to reduce their tax liability, and the legal interpretation of what constitutes fixed asset costs under the various income-tax acts facilitates it. Its adoption results in distorting the managerial accounting and financial practices. The distortions have relevance for the companies themselves, commercial banks, financial institutions, income-tax authorities, investors, and professional norms in accounting. Major consequences of adopting this practice are outlined in the following paragraphs. Vol. 10, No. 4, October-December, 1985 419
Higher than warranted dividends have to be paid out. Companies engaged in the window-dressing of accounts for impressing their lenders, depositors, creditors, and bankers inadvertently tend to raise expectations of their shareholders for higher dividends. During the course of discussions with the spokesmen of the corporate sector, it emerged that the managements resorted to this practice to report higher profits and declared higher dividends. They did not want to pay lower dividends as it would have adversely affected their image in the capital market. Low dividends may mean a rush of the depositors for withdrawal. Paying dividends on the basis' of reported profits is an unhealthy practice. In some cases it may be tantamount to payment of dividends out of capital. Determination of divisible profits becomes difficult. Capitalization of interest makes it difficult to determine divisible profits correctly. Bonus to employees and remuneration to managers are paid on the basis of divisible profits. An incorrect determination of divisible profits may, therefore, lead to liquidity crisis. Distortion in the valuation of assets and liabilities. Capitalization of interest leads to incongruity and distortion in the valuation of fixed assets. Identical assets may appear at varying values in the balance sheets of different companies depending upon the mode of financing those assets. The value of assets acquired out of internal accruals or equity funds would be lower than that of assets purchased through debt. The distortion would be more evident when the purchase is through deferred payment arrangements. The extent of distortion would vary depending upon the quantum of down payment, installments, and the rate of interest. The magnitude of distortion can be large, for example, the value of the gross fixed assets in Reliance Textiles was inflated by more than Rs. 97 crore for the year 1982. Similarly, distortion takes place in the reported amount of unsecured loans and current liabilities because of the inclusion of the component of future interest obligation. Financial ratios become misleading. The practice of capitalization renders financial indicators misleading because it changes the amount of profit before and after tax, and inflates values of fixed assets and outstanding liabilities. Key profitability ratios like the return on sales and return on total assets cease to be useful indicators of financial performance.
Similarly, the assets-turnover, debt-equity, and liquidity ratios would not serve as indicators of the company's position. The accepted levels of basic financial relationships like the debt-equity ratio of 2:1 or assets-turnover ratio of 1:1 have to be reviewed and reset to take account of capitalization of interest. Commercial banks can no longer rely on such indicators to appraise and monitor performance of companies. Inter-firm and intra-firm comparisons also lose their value.
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Appraising financial worth of projects becomes complicated. In the course of the study, it was discovered that financial institutions try to eliminate the effects of capitalization of interest, for example, while appraising the financial worth of a project. The problem is aggravated when the practice is adopted with retrospective effect; financial institutions would require revised figures for 8 to 10 years. But development banks have not objected to the practice of capitalization of interest; they can and do obtain information not statutorily incorporated in the annual reports while making judgements. The capitalized value of interest has to be revised when loan installments are rescheduled, the moratorium period changes, and the interest rate fluctuates. Companies are asked to recompute their interest obligations and make adjustments on each occasion in the total value of fixed assets and outstanding liabilities. This is particularly true of companies with a higher incidence of cost overruns and those that seek repeated assistance from financial institutions. The data for decisions of financial institutions would become liable to manipulation since different bases can be used at different times by different parties.
Conventional techniques are rendered unreliable. The task of an investor who wants to evaluate the financial health of a company becomes complicated. He cannot 'use effectively the conventional techniques like earnings per share, price-earnings multiplier, dividend yield, and the ratio of market price to book value to make investment decisions. Only after making adjustments for capitalization of interest can the financial performance of a company be compared with its own performance in earlier years or with that of other similar companies.
Sale and transfer of assets may lead to legal procedures. Capitalization of interest presents a problem in the correct determination of capital gain or-loss on sale or transfer of assets financed from borrowed funds. The issue may lead to lengthy legal procedures if the income tax authorities dispute the presented figures.
There is no uniformity in reporting interest obligation. At present, there are no agreed upon conventions on how the capitalized component of interest obligation should be shown. As many as 13 companies, including such companies as Mukand Iron, Gwalior Rayon, Polychem, Mahendra Mills, Straw Products, Raymond Woollen, and Kasturbhai Lalbhai group of mills did not separately show the interest obligation on the liabilities side of the balance sheet. Presumably, the amount was added up to the principal balance of debt. Ten companies-Gwalior Rayon, Maheswari Mills, Gujarat Steel Tubes, Reliance Textiles, Polychem, Mukand Iron, Trans Asia, Am-balal Sarabhai Enterprises, Delta Jute, and Zenith Steel-preferred Vol. 10, No. 4, October-December, 1985 421 the future interest obligation as current liability. Four showed it under unsecured loans, and Hindustan Motors presented it merely as loans not stating whether they were secured or unsecured. Thus, there is no uniformity in reporting interest obligations for different forms of debts. Interest on term loans and debentures payable appeared under unsecured loans in Kunal, Kothari, J.K. Synthetics, and WIMCO, whereas it appeared under current liabilities in the accounts of Gwalior Rayon, Gujarat Steel Tubes, Reliance, Polychem, Mukand Iron, Zenith Steel, Trans Asia, and Delta Jute.
The financial institutions hold the view that the interest component on term loans granted by them must be shown under the main head of secured loans since the principal amount under term loans is secured by a charge on the fixed assets of the borrowing companies. Financial institutions would not like any of their long-term dues referred to as unsecured liabilities in the balance sheet of the assisted companies.
Companies classify their interest obligation depending on their own motives. If raising debt is the concern, then they would not like to show an adverse debt-equity ratio. Interest obligations, then, would be shown under current liabilities. If, on the other hand, they intend approaching commercial banks for an increase in their working capital limit, they would like to show a healthy current ratio by excluding the interest from current liabilities.
It is interesting to note that not a single company in the sample classified the interest as secured liabilities. Given a choice, Indian corporate management would classify the capitalized interest as unsecured.
Considering the lack of uniformity in reporting interest obligation, it is recommended that till the Institute of Chartered Accountants of India (ICAI) comes out with definite guidelines on the matter, the total amount of interest capitalized be shown under a new heading of "deferred liability for future interest capitalized" in the balance sheet, independent of other heads such as secured loans, unsecured loans, and current liabilities. This may be viewed as a slight deviation from the statutory form of the balance sheet, but the Company Law Board could suitably amend its reporting format.
How should the interest capitalized on convertible debentures and term loans with convertibility options be accounted? Should the total interest on the entire loan for the entire contracted period be capitalized, irrespective of the extent and timing of the contingency of conversion? (This would change the status of part of the loan from debt to equity.) There is no consensus on the accounting treatment of this contingency.
The spokesmen for industry are of the opinion that the portion of interest capitalized that ceased to be payable because of the conversion of debt into equity should be transferred from liabilities to reserves and surplus. Representatives of financial institutions, on the other hand, think that the proportionate amount should be 422 Vikalpa adjusted by reducing the value of fixed assets. They believe that transferring the proportionate amount to reserves and surplus would unjustifiably increase company's net worth. The chartered accountants appeared divided on this subject. The stand taken by the financial institutions appears correct. The three groups-corporate management, executives of financial institutions, and chartered accountants-agreed that the IGAI should come out with specific guidelines.
In the meanwhile, the ICAI which is not in favour of the practice of interest capitalization, has directed its members to qualify their audit reports. Exhibit 2 gives the ICAI directives of January 1984.
Qualifying the accounts. The study of the annual reports of the 28 companies reveals that the ICAI directives were not heeded by all of them. Audit reports of five companies were signed before 20th February, 1984. They may not, therefore, be aware of the ICAI directives of January 1984. Of the remaining 23 companies, only two firms of chartered accountants, namely, S.R. Batliboi and Company and Naushir M-. Marfatia and Company had fully disclosed the effect of interest capitalization in their text reports as directed by the ICAI. Eight firms of chartered accountants had covered the directives only partly, while the remaining 12 firms merely referred to the relevant note number in the "Notes Forming Paft of Accounts" without incorporating the actual ICAI qualification text in their audit reports. The auditors of five companies (Reliance Textiles, WIMCO, Digvijay Cement, Delta Jute, and Lohia Machines) whose reports were signed in or after March 1984 failed to state in their reports or in the "Notes Forming Part of Accounts" that "...this practice is contrary to the accounting practice recommended by the Institute of Chartered Accountants of India." This is the least they could do as per the ICAI directives.
It is not clear whether the ICAI regards the incorporation of the necessary qualification in the "Notes Forming Part of Accounts" as sufficient compliance with its requirements. If it does not regard the qualification as sufficient compliance, it should take steps against the erring members. The chartered accountants covered by the study expressed conflicting opinions in the matter.
Extent of disclosure. Further, the ICAI calls upon its members to state the effect of the practice of interest capitalization in their audit reports on profits after depreciation and tax provision, fixed assets, and reserves and surplus.
The annual reports of the 28 companies show no uniformity in the extent of disclosure. Different companies disclosed information to varying degrees. Exhibit 3 shows the extent of disclosure by the 28 companies studied. Not a single company had specifically indicated the effect of the practice on its tax liability.
The ICAI could devise such a format that all relevant effects will be covered to ensure a full and uniform disclosure.
CONCLUSION
The practice of capitalization of long-term interest violates the conventional accounting standards and overstretches the legal interpretation of the term "long-term debts." Its benefits are immediate and tangible, but its costs lower the business standards and will be felt in the long run. A way has to be found to prevent the negative effect.
The practice is likely to continue till either the Supreme Court gives its verdict or the Government of India takes a definite stand on the issue and introduces the needed legislative changes. The state of affairs of most of the companies would change if the Supreme Court rules against the practice. If the ruling against the practice is with retrospective effect, past tax liabilities would result in unexpected outflows and will disturb the financial structure and funds management of a large number of companies. An early judgement would, therefore, help minimize the effects and the distortions noted above.
The government too cannot be a mere spectator while the standards of professional managerial and accounting practice deteriorate; if necessary, legislation has to be introduced. And if disallowing the practice results in the companies losing tax benefits, other ways to allow tax benefits will have to be considered. Tax benefits, cannot be given at the cost of distortion of the standards of professional practice.
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The Institute of Chartered Accountants of India directives on reporting procedure for capitalization of interest
AUDITING PRACTICES: TREATMENT OF INTEREST ON DEFERRED PAYMENTS
Auditor's duty in circumstances in which interest payable on borrowings made for the purchase of fixed payment basis is capitalised for periods subsequent to the date of commercial production.
It has been brought to the notice of the Council of the Institute of Chartered Accountants of India that certain companies have followed an accounting practice whereby interest payable on borrowings made for purchase of fixed assets or in respect of assets purchased on deferred payment basis has been capitalised for periods extending beyond the date of commencement of commercial production. The Council notes that this practice is not in accordance with the recommendations made in the "Guidance Note on Treatment of Interest on Deferred Payments" issued by the Research Committee of the Institute in 1979. In this regard the Council wishes to bring to the notice of the Members paragraphs 11 and 22 of the aforesaid Guidance Note which read as follows:
11. ... In the light of the above discussion, the Research Committee would like to reiterate its view that interest payable for the. period after commencement of production in respect of assets purchased on deferred credit basis should not be capitalised. If, however, any company decides to capitalise the total amount of interest which is likely to be payable over the period during which the deferred credit is allowed on the basis of the decisions of the High Courts referred to in para 6 above, the fact that interest has been so capitalised and the amount of the interest capitalised should be indicated by way of a note in the Balance Sheet of the Company in the year in which such capitalisation has been made and in each of the subsequent years as long as the asset continues to appear in the Balance Sheet. It will also be necessary for the auditor to make a reference to this note in this report to the members. In such a case, depreciation should be provided in the accounts on the total cost, including the interest so capitalised. Once, the total interest for the period during which the deferred credit is to run is treated by the company as part of the cost of the asset, the question of charging the interest payable as revenue expenditure against the income of each year will not arise. 22. ...After careful consideration of all the aspects discussed above, the Research Committee is of the view that there is no reason to deviate from its existing recommendation about accounting treatment for interest payable on deferred credit basis or to make an exception in the case of shipping companies. As clarified in this note, interest payable during the period of construction or installation of fixed assets can be capitalised. However, interest payable on fixed assets purchased on a deferred credit basis or on monies borrowed for acquisition of assets should not be capitalised after such assets are put to use. If such interest is treated as part of the cost of the asset on the basis of tax decisions referred to in para 6, adequate disclosure of this fact should be made as explained in para 11 above. As discussed in this note interest payable in respect of the asset purchased on deferred payment terms cannot be treated as "Deferred Revenue Expenditure" after commencement of production. The Council further reiterates that in cases where interest has been so capitalised and the amount involved is material, it will be necessary for auditor to qualify his report accordingly. An example of the qualification is given below: "Interest payable on borrowings related to the acquisition of fixed assets has been capitalised for the periods during which the assets were in use for commercial production. This is contrary to the accounting practice recommended by the Institute of Chartered Accountants of India. Consequently the profit (after charging depreciation and provision for taxation) of the company has been overstated by Rs ......, the fixed assets have been overstated by Rs and reserves and surplus have been overstated by Rs as compared to the position which would have prevailed if the recommended practice had been followed."
Source: The Chartered Accountant, January, 1984. Exhibit 3
